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SFAS 96 Will Lead to
Changes in the Format
of Accountants’
Workpapers
By Thomas J. Hogan, Ph.D., CPA
Introduction
Accounting for interperiod timing differences involving
income taxes has long been a subject of controversy,
primarily concerning which allocation viewpoint to adopt,
which method to apply, and the meaningfulness of the
deferred tax balance derived. The current pronouncement
in this area, recently adopted Statement of Financial
Accounting Standard (SFAS) 96, has substantially
changed generally accepted accounting principles.
These changes have been controversial. SFAS 103
delays implementation of SFAS 96 until fiscal years
beginning after December 15, 1991 which will allow the
FASB to study the matter further. As discussed below,
SFAS 96 requires the construction of hypothetical future
tax returns for the amounts of temporary differences. It is
unlikely that any change will be made to this manner of
calculating the balance of the deferred tax account.
Recent articles and CPA firm publications have con
trasted SFAS 96 with Accounting Principles Board Opin
ion (APBO) 11, the former GAAP in this area. (For
example, see Deloitte Haskins & Sells (1988), Ernst &
Whinney (1988), Meonske and Sprohge (1988).) The
differences that they considered involve the asset and
liability method versus the deferred method, a considera
tion of enacted changes in tax law or tax rates versus no
such consideration, a change in definitions of the types of
items requiring tax allocation - temporary differences
versus timing differences, and adjustments to the recogni
tion of deferred tax assets and liabilities. In addition, SFAS
96 affects accounting for net operating loss carryforwards
and balance sheet classification. Examining these differ
ences should assist practitioners as they strive to imple
ment SFAS 96.
One other implementation area has yet to receive
attention. The fundamental changes called for by SFAS 96
necessitates a change in recordkeeping. The purpose of
this article is to demonstrate how practitioners’ working
papers will be affected by SFAS 96.

InterperiocI Income Tax Allocation:
Conceptual Considerations
Several approaches to accounting for interperiod tax
allocation have been considered. These methods are
differentiated principally in terms of the tax rate em
ployed. The deferred method, required by APBO 11, used
the tax rate in effect at the time of the originating differ
ence. The liability method, as discussed in APBO 11,
would multiply the originating difference by the tax rate
expected to be in effect at the time the difference reversed.
The modified liability method, as required by SFAS 96,
uses the tax rates expected to be in effect for each year
that net originating or reversing differences remain in the
computation schedule (more detailed information on this
computation is given below).
In the application of the deferred method, APBO 11
permitted two approaches. The gross change approach
multiplied the tax rate in effect at the time each difference
originated by that same difference when it reversed.
Under the net change approach, similar items were
grouped with reversing differences deducted from
originating differences before the current tax rate was
applied to the net amount. The amount of tax expense
recognized in each year generally differed under the two
approaches. Furthermore, under the gross change
approach, supporting detail had to be maintained to insure
that the appropriate rates were applied. For either ap
proach, it was difficult to relate the balance in the deferred
taxes account to any future tax payments or refunds.
Finally, under the net change approach, it was difficult to
interpret any balance remaining in the deferred tax
account after all reversals had occurred. The interpretabil
ity of any balance may have been part of the motivation
behind the elimination of APBO 11 GAAP.
SFAS 96 mandates that the modified liability method be
used in calculating deferred tax balances. The liability
method is modified such that currently enacted future,
rather than expected future, tax rates are employed.
Adjustments to the deferred tax accounts (current and
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noncurrent) must be made as tax law
changes are made by Congress. As a
further modification, each future
year’s expected temporary differ
ences is to be considered in the
calculation of the deferred tax
amount. Temporary differences
include all existing differences that
will result in taxable or deductible
amounts in future years. (SFAS 96,
para. 11, fn 8). Each year’s net
amounts remaining are treated as if
they are the only income (deduction)
amounts for that year and hypotheti
cal tax returns are prepared.

Change in Emphasis for
Record Keeping
As discussed above, SFAS 96
requires the amount of deferred
taxes to be computed as if a tax
return were prepared for the net
amount of future temporary differ
ences at the then known future rates.
Conceptually, this is a change in
orientation from past transactions to
certain future occurrences which
may have implications for record
keeping.
Consider a company with inter
period timing differences. To apply
the deferred method, it is necessary
to enumerate all originating and
reversing differences up to the end of
the current period. Flow assumptions
are necessary under the gross
change approach of APBO 11, to
determine which originating differ
ence reverses. The balance in the
deferred tax account consists of the
amount of each originating difference
multiplied by the tax rate in effect at
the time of origination.
Since under the net change
approach of APBO 11, originating
and reversing items are aggregated
before applying the current year’s tax
rate, flow assumptions for timing
differences are not vital. The prob
lem with the deferred method is
interpretability of the balance in the
deferred tax account. Indeed, if the
net change approach had been
utilized, failure to maintain sufficient
detail of timing differences over a
period of changing tax rates could
lead to a balance in the deferred tax
account relating to an item which had
completely been reversed. SFAS 96
requires computation of any deferred
tax balance as if a tax return were
prepared for the net amount of future
temporary difference. This directly
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addresses the question of what is
represented by any balance in the
defined tax account.
The modified liability method of
SFAS 96 has a changed focus.
Although this change in focus seems
to eliminate the necessity of a flow
assumption, it adds complexity to the
work schedules. For example, under
the deferred method, only a single
originating difference would be
added to the worksheet each time a
new timing difference originated.
Under SFAS 96, the entire set of
remaining originating and reversing
differences must be considered. This
is due to the requirement to prepare
anticipated tax returns as if the
temporary differences which will
occur in future years will be the only
transactions which take place.
This procedure will be referred to
as the separate approach of SFAS 96.
The complex calculations may be
simplified if the company meets the
conditions permitting an aggregate
calculation of a deferred tax liability
or asset (See SFAS 96 paragraphs 6263). Under the aggregate approach, a
single average tax rate can be utilized
to approximate the deferred tax
amounts that would be calculated
using the presently enacted gradu
ated tax-rate system. This approach
would be similar to the net change
approach of APBO 11.

The requirement of SFAS 96 to
prepare hypothetical tax returns for
temporary differences under the
separate approach requires a change
in emphasis from originating and
reversing differences which have
already taken place to expected
future time differences. The follow
ing example illustrates the two
approaches.
Consider a company in its first year
of operation for which the following
reconciliation applies:

Example Company
Pretax financial income
$500
Estimated litigation expenses
that will be deductible for
tax purposes when paid
4,000
Additional deduction for
accelerated depreciation
for tax purposes
<400>
Taxable income

$4,100

The $4,000 net deductible amount is
expected to reverse in year 5.
Depreciation expense relates to a
$4,000 five-year life asset purchased
at mid-year which is depreciated
under the modified accelerated
recovery system (MACRS) for tax
purposes and the straight-line
method (SL) for book purposes. For
the current year, this results in a $400
difference between book and tax
income, i.e., $800-$400.

Table 1
Deferred Tax Balances Under APB 11
Example Company
Deferred Tax Worksheet as of the End of Year 1
Timing Differences
Deferred
Year Tax Rate Capital Additions
Litigation
Subtotal
Taxes
Year 1
1
.15
400
<4,000>
<3,600>
<540>
<540>

Example Company
Deferred Tax Worksheet as of the End of Year 2
Timing Differences
Deferred
Year Tax Rate Capital Additions
Litigation
Subtotal
Taxes
Year 1
Year 2
<3,600>
<540>
1
.15
400
<4,000>
880
132
2
.15
480
400
<408>

The entire Cost Recovery Sched
ule is shown below.
Year MACRS SL Difference
1
800 400
400
2
1,280 800
480
3
768 800
<32>
4
461 800
<339>
5
461 800
<339>
6
230 400
<170>
*A positive number indicates an
additional deduction for tax purposes.

Table 1 presents a worksheet to
determine the balance of deferred
taxes prior to SFAS 96. The top and
bottom parts of the table are as of the
end of year 1 and 2, respectively. For
year 2 assume that at midyear the
company acquires an additional
$4,000 five year asset. This results in
the same cost recovery schedule as
shown above. The accountant’s
worksheet in Table 1 is updated each
year for additional originating and
any reversing differences. Time
differences result in deferred tax
debit balances of $540 and $408 for
years 1 and 2, respectively.
The procedures for recognition
and measurement of a deferred tax
liability or asset under SFAS 96 can
be summarized as follows. The exact
wording can be found in paragraph
17 of SFAS 96.
1. Determine in which future years
temporary differences will result
in taxable or deductible amounts.
2. Calculate the net taxable or
deductible amount for each future
year.
3. Deduct operating loss carryfor
wards for tax purposes from net
taxable amounts that are sched
uled to occur in the future years
included in the carryforward
period.
4. Net deductible amounts occur
ring in particular years should be
carried back three years, and
forward fifteen) to offset net
taxable amounts that are sched
uled to occur in prior or subse
quent years.
5. A deferred tax asset is recognized
only for the net deductible
amounts that could be realized by
loss carrybacks to reduce a
current deferred tax liability and
to reduce taxes paid in the
current or a prior year. No asset
is recognized for any net deduct
ible amounts remaining to be

carried forward. That is, future
income is not anticipated.
6. The procedure to recognize a
deferred tax liability involves the
following steps:
a. Calculate the amount of tax, on
any remaining net taxable
amounts using the enacted tax
rate for each future year.
b. Deduct any tax credit carry
forwards from the amount
calculated above. Excess tax
credit carryforwards are not
recognized.
c. A deferred tax liability is
recognized for the remaining
amount of tax payable.

Presenting a reconciliation between
income on the tax return and income
statement helps to demonstrate
whether future temporary differ
ences should be classified as taxable
or deductible amounts (Procedure
2). In fashioning a schedule to
determine any desired balance in the
deferred tax account, SFAS 96
requires the assumption that future
pretax income for financial reporting
purposes is zero. The following
reconciliation, for capital items
acquired during year 1, is from
taxable income to financial income
for year 2 from the time perspective
of year 1:

Year 2
Financial
Reporting

Tax
Return

Income before depreciation and taxes
Depreciation expense (from Cost
Recovery Schedule)

$800

$ 800

800

1,280

Taxable Income <Loss>

$0*

$ <480>

*SFAS 96 assumption

As shown in Table 2, the $480 is
considered a deductible amount. In
the example, the company does not
have any loss carryforwards, so
attention turns to deductible amounts
(Procedure 4). The Year 2 deductible
amount of $480 is carried back to the
current year, the Year 5 deductible
amount of $3,671 is carried back to
Years 3 and 4 to offset $371 of taxable
income and carried forward to offset
the Year 6 taxable income of $170.
At the end of the current year,
assuming a 15% tax rate for each of
the years shown, a current deferred
tax asset is recognized for $480 x .15
or $72. No deferred tax asset is
recognized for the $3,130 remaining
to be carried forward from Year 5
since under current tax law it can
only be carried back three years.
Table 2 B shows how the schedule
would appear at the end of year 2.
Assume that for year 2 the financial
pre-tax income is $4,500 and an asset
is acquired as explained above. The
additional depreciation for tax
purposes of $880, or $400 + $480,
results in the taxable income amount

of $3,620 shown in the Table 2 B. The
company’s decision to carryback
deductible amounts results in a
current and noncurrent deferred tax
assets of $67, or $448 x .15 and $475,
or $3,172 x .15, respectively. In
addition, a noncurrent deferred tax
liability of $135 or (221 + 509 + 170) x
.15 would be recorded. This latter
computation is simplified under the
assumption that enacted tax rates for
years four, six and seven, remain at
15%.
Notice how the workpapers under
SFAS No. 96 differ from those of APB
No. 11. Under APB 11, the deprecia
tion timing difference results in the
addition of one column and entries
for previous originating differences.
Properly designed manual
workpapers could be used for many
years with minimal updating. As
shown in Table 2, the calculations
under SFAS 96 essentially require
the construction of a new schedule
each year. Fortunately, the essence of
the revised schedule is consistent
with that of the prior year’s schedule.
Thus, use of a personal computer
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Table 2
Determining the Ending Balance in Deferred Taxes
by Applying SFAS 96 Carryback and Carryforward Rules
A. End of Year 1

Taxable income
Taxable amounts
Deductible amounts
Depreciation
Litigation
Net amount
Loss carryback
Loss carryforward

Net taxable amount
B. End of Year 2

Taxable income
Taxable amounts
Depreciation Year 1 assets
Year 2 assets
Deductible amounts
Depreciation Year 2 assets
Litigation
Net amount
Loss carryback

Net taxable amount

spreadsheet package would be
helpful when designing deferred tax
workpapers under SFAS No. 96.
The aggregate approach allowed
by SFAS 96 was briefly mentioned.
To apply this approach, one must
determine that large net deductible
amounts could conceptually be
carried back or forward (procedure
4) and that operating losses and tax
credit carryforwards could be
utilized (procedure 3). The account
ant would have to determine the
effect of changes in the tax law on
the aggregate tax rate calculated. In
addition, to use the aggregate
approach it must be possible to
identify net taxable or deductible
amounts occurring during years of
phased-in changes to tax law (SFAS
96, paragraph 62). These considera
tions as well as the need to classify
deferred tax assets and liabilities as
current or in a statement of financial
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Current
Year
$4,100

Year 2

Year 3

Year 4

Year 5

Year 6

$32

$339

$339

$170

$<480>
<4,000>
4,100
<480>

$3,620

Current
Year 2
$3,620

<480>
480

32
<32>

339
<339>

170

<3,671>
371
170

<170>

$0

So

:$3,130>

$0

Year 3

Year 4

Year 5

Year 6

Year 7

$32

$339
32

$339
339

$170
339

170

509

170

$509

$170

$0

<480>

<4,000>
3,620
<448>
<3,172>
$0

<448>
448

$0

371

<3,322>

<150>

3,172
150

$221

$0

position, would require, at last
initially, a set of workpapers similar
to those shown in table 2.
Summary
SFAS 96 has changed the method
of accounting for income taxes. A
major change involves the need to
focus on future originating and
reversing differences, rather than on
past originating and reversing
differences. The new rules tend to
increase interpretability of the
deferred tax balance at a cost of
increased recordkeeping and com
plexity.
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